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OPLNLON

Thi s apgeal is made pursuant to Section 18593 of the
Revenue and Taxation Code from the action of the Franchise
Tax Board on the protests of Charles and Mary Perelle to
proposed assessments of additional personal inconme tax in
the anount of $6,874.70 agai nst Charles Psrelle and
$6,894,70 agai nst ‘Mary Perelle for the year &946.

an

Charles and Mary Perelle are husband/wife. In July,
1944, while they were residents of Califcrnia, M. Perelle
entered into an enpioynen; contract with the Hughes Tool
Conpany. The contract was made in San Diego, California.
M. Perelle agreed to work exclusively for the Hughes Too
Company for five years as a director, vice-president in
charge of manufacturing and, particularly, as general
manager of aircraft activities, He was aiso to be a director
of Transcontinental Western Air, Inc, (TWA), which was con-
trolled by the Hughes Tool Conpany, He was to receive an
annual salary of 75,000, He commenced his enploynent in
Septenber, 1944, and within that nmonth he received fromthe
company a five-year option to purchase 10,000 shares of
stock 1n TWA at any market price designated by himwthin
one year fromand 1ncluding Cctober 1, 1944, ~He inmediately
selected the price existing on Cctober 1, 1944, which was
$23.50 per share,,

_ Altho%%h the headquarters of.Hughes_TooI.Cb?EFny was
I n Texas, . Perelle performed his services in California

at an aircraft manufacturing plant of the conpany in Cul ver
Cty. Appellants noved into a house in Bel Air, California,
and the conpany paid for the rent, food, servants and util-
|ltq|esh They nai ntained no other abode while they stayed in
that house.
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Appeal of Charles W. and Mary D. Perelle

On Decenber 26, 1945, Mr, Perelle "left the enpl oy" of
the Hughes Tool Conpany. In March or April, 1946, he was
hired by a Mchigan concern. |n July, 1946, he purchased a
house in Mchigan and noved there with his famly.

The follow ng Septenber he entered into a formal agreement
h the Hughes Tool Conpany, terminating his enployment con-
tract. ApPeIIant was paid $1,699,22 and ‘each party rel eased
the other fromany clainms or causes of action arising out of
the enploynent contract. At the sane tine he sold his stock
?ptlon to the company for $250,000. On its books the conpany
r

eated this sum as conpensation

~The principal question presented is whether the anpunt
realized on the sale of the option is includible in California
incone for the year 1946, The position of the Franchise Tax
Board is that this anount represents conpensation for services
rendered in California. The Appellants argue that the option
was not intended as conpensation, but nerel’y to give M.
Eerelle a proprietary interest to insure his loyalty to the

usi ness.

During the year in question, former Section 17101 (now
17071) of the Revenue and Taxation Code provided that "Gross
incone includes gains, profits, and income derived from

sal aries, wages, or conpensation for personal services, of
whatever kind and in whatever form paifl.... . This section
Is substantially the same as forner Section 22(a) of the
United States Internal Revenue Code of 1939.

~There are copies of various letters from conmpany offici-
als indicating that the option was intended as conpensation
and the conpany in fact treated the payment for the option on
Its books as conpensation, It is unnecessary to elaborate on
this point, however, since the Federal cases on which the Ap-
pellants relied have been overruled by the United States
Suprenme Court In Conm ssioner V. LoBue, 351 U S. 243.

~ The prevailing theory prior to this decision was that
gain received by an enployee on the receipt, exercise or sale
of a stock option acquired from his enployer was taxable if
It was intended as conpensation but not if it was intended to
confer a proprietary interest in the business. The Suprene
Court abolished the "proprietary interest" test. |t held that,
since it could not be characterized as a gift, the gain on a
stock oBtlon transferred by an enployer to his enployee to
secure better services was necessarily compensation for
services regardless of any intent to confer a proprietary in-
terest, The court concluded that the enployee realized tax-
abl e %aln measured by the difference between the option price
and the Jwrket val ue 'of the shares at the tine the option was
exer ci sed.
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Appeal of Charles W and Mary D. Perelle

~ There is no indication here that the option or the gain
on its sale was intended as a gift and no such claimis made
by the Appellants, Apceptin% their statement that the
company's purpose Iin giving the option was to insure loyalty,
that 1s tantanount to apurpose of securing better services
as in the LoBue decision. It nust be concluded that the
option itself or the gain on its sale was conpensation for
services.

_ pell ants contend that if the option was conpensation,
its value in 194, When it was given wastaxable rather than

t he Haln on its sale in 1946. Wth only one exception of

which we are aware, McNamara V. Conm ssioner, 210 Fed. 2d 505,
the courts have hel d that Wwhere compensation was intended the
gain was taxable when the option was exercised, or, as in this
case, when it was sold (Charles g, Sorensen, 22 T. C. 321).
The courts have indicated, however, than an assignable option
with a readily ascertainable market value may constitute extra
conpensation and, therefore, taxable incone in the year in
which the option is q{anted (Conmi ssi oner v,_LoBue, Supra;
Conmi ssioner v, Smth, 324 U, S 177). An option will not be
consi dered conpensation at the tinme it is given unless there
is a spread between the ootion and market orices at that tine
(Commissioner V. Smith, supra, p. 181; Dean Babbitt, 23 T, C.
850, 863).

Appel lants rely on McNamara v. Conmi ssioner, supra, and
Conm ssioner v, _Stoners Estage, 210 Fed., zd 33, | n McNamara,
NOwWever, contrary to the rnstant case, there was a spread be-
tween the option and narket Prlces when the option was given.
Al'so, both the enployer and the enployee in that case treated
the option itself in their tax returns as conpensation for
the Kear in which it was given, Here, it was the subsequent
purchase price paid for the option that the conpany treated as
conpensation on its books, Appellants, of course, have never
treated the option or the gain on its sale as conpensation
The caseof Stone's Estate Involved stock purchase warrants
whi ch were bou%ht DYy the employee. As pointed out in the
opi nion of the Tax Court, which was affirnmed by the Grcuit
Court, stock purchase warrants differ widelv from the usua
st ock- purchase options given to enployees (estate of Lauson
Stone, 19 T. C 872, 877).

VW do not know whether this o?tion was assignable to any-
one but the enployer and it has not been established in an
event that it had a readily ascertainable market value. W
therefore conclude that the gain on the sale was conpensation
taxable in the year 1946, when it was received. Since the
amount received was conpensation for services, and the ser-
vices were performed in California, the anmount is taxable
here rs&erd[ess of Appellants' status as residents of another
state when it was received (Sections 17052 (now 17041) and
17566 (now Section 17.596) of the Revenue and Taxation Code;
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Regs. 17211=17214(b), 17211-17214(e) and 17566 of Title 18 of
the Calif. Adm n. Code).

Appel l ants have alleged that expenses denom nated as
"attorneys fees, " moffice and clerical,” "dues," and "travel
expense, " totaling $41,000, were incurred in connection wth
the sale of the option,, These clainms were not presented to
the Franchise Tax Board prior to this appeal. here has been
no verification or explanation of the expenditures presented
to this Board as justification for their allowance as deduct-
i ons.

The final issue is whether the sum of $5,826,76 paid by
Hughes Tool Conpany in 1946 for rent, food, servants and
utilities in connection with Appellants? occupation of the
house in Bel Air, California, 1S income taxable to them
pel lants contend that this sum represented either traveling
expenses incurred in the pursuit of business or quarters and
meal s furnished for the convenience of the enployer

_ Al though the enploynent contract was not formally ter-
mnated unti| September, 1946, both parties state that M.
Perelle "left the enploy" of Hughes Tool Conpany in Decenber,
1945. It appears, however, that Appellants had the use of the
house furnished by the conpany until they purchased a home in
Mchigan in July, 1946. \Watever may be the exact situation
both the Franchise Tax Board and Appellants have assumed in
their argunents that the expenses paid by the conpany in 1946
were in the same category as simlar expenses paid by it in
prior years. In the absence of specific information, we
shal| do the sane.

~Section 17301 of the Revenue and Taxation Code (now
Section 17202) allowed a deduction for m™raveling expenses
(including the entire anount expended for food and | odging)
while away from home in the pursuit of a trade of business..,"
Appel lants allege that the business headquarters of M. Perelle
was in Texas and that his expenses while away from there qual -
I fy as traveling expenses. hey are not, however, aided by
the decision upon which they place reliance. |n Conm ssioner
v, Flowers, 326 U.S., 465, which involved a statuté simrar 10
ourS, the court pointed out that the taxpayer could have noved
to his post of business and denied a deduction for expenses
incurred in traveling between a post of business in one city
and living quarters In ancther. It referred %o the confusion
In the cases as to whether business headquarters should be
consi dered "home" but considered it unnecessary to decide
that questi on.

|t appears that the business headquarters of Mr, Perelle

was designated by the conpany as Houston, Texas, so that his
expenses while away fromthere would be paid for as traveling
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expenses.  Wether or not his headquarters or his living
quarters should be regarded as "home" under the statute, and
wherever his business headquarters may have been nom nally,
his business headquarters in fact, as well as his living head-
quarters, was in the same vicinity in California, He |ived
with his wife and child and worked only in that vicinity
during the entire period of his active enploynent by the
Hughes Tool Company, from 1944 to 1946. W perceive no basis
for the claimthat the amounts in question weretraveling ex-
penses incurred away from hone,

_ V¢ now consider the contention that these expenses were
incurred for the convenience of the enployer and that there-
fore their payment Was not i ncome taxabie to the Appellants.
The regul ations provide:

"...If a person receives as conpensation for
services rendered a salary and in addition
thereto living quarters or meals, the value
to such person of the quarters and neals so
furni shed constitutes income subject to tax,
|f, however, living quarters or neals are
furnished to enployees for the convenience
of the enployer, the value thereof need not
be conmputed or added to the conpensation
otherw se received by the enployees... .m"
(Title 18, Calif, Admin. Code, Reg.
17101(e)),

This is substantially the sane as former Federal Reg. 111,
Sec. 29.22(a)-3. (Section 119 of the Internal Revenue Code
of 1954 and Section 17151 of the Revenue and Taxation Code now
fpver)the subject matter of these Federal and State regul a-
i ons.

Deci si ons which have sustained the exclusion frem i ncone
of the value of quarters and meals under the Federal regula-
tion involved situations where the duties of the enployées
were such that the enployers required themto live on the
working premses. Typical cases are Arthur Benaglia..

36 B.T. A 838 (hotel” nanagerj; R. Shad Bernett, T.C. Memo.,
Dkt. No. 104524, Oct. 28, 1942, af77d. 13§ red. 2d 961

(sani tarium enployee); Lloyd N, Ferpham, T.C. Meno., Dkt.

No. 11229, Sept. 30, 1i9j7(qanitor), Appel lants did not Iive
on the working prem ses and there i's no showing that they

were required to live in the Bel Air house for "the convenience
of Hughes Tool Conpany. For all that appears, the quarters
and neals were furnished to Appellants for their own benefit.

Appel [ ants have cited Ain 0. Ellis, 6 7. C. 138, for
the proposition that part of—the vaiue of the living quarters
may be excluded from incone where they are furnished in part
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for the convenience of the enployer, They then allege on

brief that other enployees used the Bel Air house and that

the expenses here involved included many business calls and
entertai nment on behalf of the conpany. W have not been

I nformed, however, of the extent to which other enployees used
the premses or the portion of the expenses which are” attribu-
table to the business activities. Accordingly, there is no
basis for the exclusion of any part of the expenses in question
fromthe inconme of the Appellants.

A -

Pursuant to the views expressed in the Qpinion of the
Fﬁardfon file in this proceeding, and good cause appearing
erefor,

I T |'S HEREBY ORDERED, ADJUDGED AND DECREED, pursuant to
Section 18595 of the Revenue and Taxation Code, that the
action of the Franchise Tax Board on the protests of Charles
W and Mary D. Perelle to proposed assessments of additional
personal income tax in the amount of $6,874,70 agai nst
Charles Perelle and $6,894,70 against Mary Perelle for the
year 1946 be and the same is hereby sustained.

Done at Sacramento, California, this 17th day of
Decenmber, 1958, by the State Board of Equalization.

George R _Reilly , Chai rman

Paul R Leake , Member

Robert C. Kirkwood, Menber

Menber

Menber

ATTEST: Dixwell L. Pierce , Secretary
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